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With the growth of Hong Kong from an entrepot in
the post-war years to a major financial centre in the
world, the local banking industry has undergone great
transformation. As a result of the latest lifting of th
moratorium on bank licensing in 1981, many foreign
financial institutions have entered the domestic
financial market in the form of overseas branches as wel
as deposit taking companies, joint venture companies and
subsidiaries. In 1975, there were about forty foreign
incorporated banks in Hong Kong. By August, 1986, this
has increased to one hundred and fifty-one with the
number of foreign held deposit-taking companies, partly
or wholly-owned, in the order of above two hundred. Thi
increase in the number of banks and financial
institutions operating in the local market has resulted
in growing competition amongst them in the form of new
products as well as services. This paper attempts to
analyse the developments in one special area, namely the
area of correspondent banking, as a result of this new
competition. It first reviews the background of
correspondent relationships, the reasons for their
establishment, how they are traditionally maintained and
how changes in the banking environment in Hong Kong and
globally have come to modify them. The paper concludes
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with a projection of the future trend of correspondent
banking in Hong Kong from both a seller's as well as a
buyer's point of view. It is hoped that this paper
will stimulate further thoughts on the subject about
which little has been discussed and will help to provide
a general overview of the current correspondent banking
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The Importance of Correspondent Bank Relationships
A correspondent relationship exists when one bank
maintains an account with another bank. Taking the
United States as an example, large metropolitan banks
customarily establish account relationships with large
banks in principal cities throughout the United States so
that they can serve their large customers by making
payments and transferring funds with relative ease to any
point in the United States. Globally, correspondent
relationships are formed between banks in different
countries to serve the same function, typically between
those countries which trade actively with each other as
trade finance settlements have to be effected and
customarily, through financial intermediaries. In short,
a correspondent bank acts as a bank for banks by
collecting transit items and collection items and making
payments. More often than not, a correspondent bank also
offers investment analysis and advice of its home city or
country, furnishes credit information, arranges and
invites participations in club deals and syndication
loans as well as assists in all kinds of international
transactions.
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A correspondent bank is sometimes known as a
corbank amongst correspondent banking officers.
To enable the reader to envisage one of the many
transactions handled by a correspondent bank, a typical
example is cited herebelow.
Say, a customer who wants to remit some money to a
relative abroad would usually opt for the demand draft
although other methods of funds transfer like telegraphic
transfer, cash payment are also possible. The customer
walks into a bank, say the Hong Kong Bank, and buys a
demand draft on which is shown among other particulars,
the drawee bank and its address. When the relative
receives this draft, he deposits it into his bank account
which could well be with the drawee bank and the amount
will be credited into his account after the demand draft
has been checked and cleared. The drawee bank will
typically be a correspondent bank of the Hong Kong Bank
which will credit the drawee bank's account with them
with the relevant amount so that the draft can be
honoured when presented to the drawee bank for payment.
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Scope of Study
The objectives of this research are:-
(1) To present an overview as to why
correspondent relationships are formed and
how they are traditionally selected and
maintained.
(2) To study recent changes in the banking
industries in Hong Kong and worldwide
that are likely to affect
correspondent banking practices.
(3) To appraise the future developments of
correspondent banking in Hong Kong.
Methodology
The present research is confronted by the
difficulty of a lack of published literature on the
subject which would otherwise have thrown light on the
historical development of correspondent relationships.
In addition, structured interviews were not
possible as few banks would like to disclose their market
strategies and distinctive observations for fear of loss
of competitive advantage.
Limited previous studies in the area of
correspondent banking by scholars focussed on the
American and European scene and adopted more of a
narrative approach rather than an analytical one.
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Literature on the local correspondent banking scene was
scarce.
Against this background, this paper endeavours,
so far as is practicable, to obtain information based on
the following sources:-
(1) Review of published articles and books
related to correspondent bank relationships.
(2) Unstructured interviews conducted with
bankers.
(3) Statistics published by a research company
and the Hong Kong Government.
Since 1st July, 1981, Hong Kong has been
operating on a three-tier financial system. As a result,
many banks, local and foreign, have financial
subsidiaries in Hong Kong in the form of deposit-taking
companies (DTC) and many banking products are provided
through the DTC arm of the banks. Accordingly, this
paper makes no distinction between banks and DTCs as to
the correspondent relationships they maintain with other
banks.
The analytical framework of the paper is also
being built into the structure of the study itself.
The first few sections providing the background of
correspondent banking will adopt a global view as core
correspondent banking practices will be similar
worldwide. Then the study will converge to focus on the
local banking environment, ending with a projection on
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future correspondent banking practices in Hong Kong.
As the author lives and works in Hong Kong, Hong
Kong is taken as the target market but we should bear in
mind the fact that the same findings could well be
applied to other financial markets.
Furthermore, emphasis will be placed on the
countries that trade actively with Hong Kong.
A general understanding of trade finance/money
transfer terminology on the part of the reader is assumed
in this presentation.
6CHAPTER II
CORRESPONDENT RELATIONSHIPS AND THE BANK
What is a Correspondent Relationship
A correspondent relationship is established when
two different banks exchange cable/swift test
arrangements with each other as well as authorised
signatures.
It is formed primarily to enable two banks to
serve each other in the areas of money transfers and
trade finance. The exchange of cable/swift test
arrangements and authorised signatures is necessary
because money transfer instructions as well as trade
finance documents require proper authentication.
More often than not, a reciprocal account
relationship is also formed at the same time as a
correspondent relationship to facilitate more convenient
transfers of funds like trade proceeds, money
market/foreign exchange settlements or commercial
remittances.
These accounts are usually denominated in the
currency of the centre where the account is maintained.
For instance, Midland Bank might keep an account with
Chase Manhattan Bank in New York in U.S. dollars.
Midland Bank will refer to this account as their 'nostro
account' while Chase Manhattan Bank will call it Midland
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Bank's 'vostro account'. In the same way, foreign banks
might maintain accounts with British banks in London
denominated in sterling.
It should be mentioned here that recently, some
banks, for instance, American Express Bank in London,
have innovatively offered foreign currency vostro
accounts to better serve their correspondent banks in
receiving diversely-denominated trade proceeds from their
correspondent bank customers for better competitive
advantage.
How is a Correspondent Relationship Established
It is typically the result of mutual agreement
between the two banks involved, they having seen an
increased volume of trade finance transactions and/or
funds transfers between their two different geographical
locations or that they have a common view to generate
more business flow between them.
The flow of corbank business can be unilateral or
bilateral this is a function of various factors which
will be discussed in the following section.
In the process of establishing a correspondent
relationship, the following control documents are usually
exchanged between the two corbanks:-
(1) Valid authorised signatures
(2) Schedule of Terms and Conditions
setting out the various charges
for corbank business
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(3) Cable/swift test arrangements
(4) Annual report with future updates
Reasons for the Establishment of
Correspondent Relationships
A bank usually establishes correspondent
relationships for one or more of the following reasons:-
(1) To serve its customer base which trade with
countries abroad.
The customer base of a bank might
trade with a partner in a foreign country
where the bank has no presence. To
facilitate the advice of letters of credit
and the processing of other trade documents
to enable the completion of trade
transactions, correspondent relationships are
established.
A bank will typically advise letters
of credit through their selected
correspondents unless otherwise stipulated by
their customer. Some banks might favour
their correspondents with restricted letters
of credit which means that the designated
correspondent can receive additional income
from negotiation of bills on top
of the advising commission.
D/A and D/P bills for collection are also
sent to correspondents for handling.
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(2) To facilitate money transfers
Every day, a large volume of
trade proceeds, FX/MM settlements and
commercial remittances flow between
banks. They are typically settled
through the network of account
relationships which banks maintain
with each other.
(3) As a source of income
Corbank business is a source of
income for a bank.
A comparative schedule for letter of
credit advising commission of Hong Kong's
five most active trading partner countries is
well known banks in each country. In
Hong Kong, the advising commission is set
by the Hong Kong Association of Banks
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listed below using a sample of four more
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The letter of credit advising commission is
only one source of corbank income.
Charges on bills for collections,
bills for negotiation, addition of
confirmation and money transfers are
others.
(4) To facilitate interbank funding
This is usually a byproduct of
correspondent relationships. Two corbanks
which have long dealings with each other
might grow to know each other's financial
strength well and will provide interbank
funding lines for each other, especially for
a corbank's foreign presence in a bank's
own home country. For instance, a Swiss
bank's branch in Hong Kong might seek
Hong Kong Dollar funding from a local
Chinese bank which is a corbank of the Swiss
bank's head office as the local Chinese bank
would probably be stronger in Hong Kong
Dollars from their retail deposits.
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(5) Other businesses
Corbanks might develop business
between them in other areas like club
deals, syndicated loans and capital market
products where they will seek out each other
in cooperative participation.
Safekeeping accounts is one other
area. With the growing awareness by
investors worldwide of foreign equity
markets, safekeeping accounts for
the custody of foreign equities in a
foreign country is another popular area for
cooperation between closer corbanks. For
instance, a West German bank with no
presence in Hong Kong might seek to
establish a safekeeping account with a local
bank which has a good longstanding
correspondent relationship with them to
participate in the local stock market.
(6) As a source of information
Although correspondent relationships
are rarely formed for the purpose of
receiving information, sometimes they are a
useful source of information on smaller or
lesser known banks in their home countries.
For instance, a bank in Hong Kong might
receive bills for negotiation issued by a
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lesser known bank in West Germany from one
of its customers. To ascertain the
creditworthiness of this lesser
known bank, the bank in Hong Kong might seek
out the assistance of one of its larger and
more substantial West German correspondents
like Deutsche Bank.
It is common practice for closer
correspondents not to charge each other for
routine credit information but corbanks
which are not so close might require
reimbursement of out-of-pocket
expenses like cable/swift charges.
Sometimes, a correspondent abroad is
also approached for credit information on a
foreign trading partner at the request of a
bank's customer to ascertain its
creditworthiness.
Corbank Strategies
As discussed previously, correspondent
relationships are primarily formed to enable the two
correspondent banks to serve each other in respect of
trade finance and money transfers. Because of this,
correspondent banks are basically selected on a
geographical basis, following the trade pattern that
subsists between where a bank is and the rest of the
world.
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A bank in Hong Kong will typically have
correspondent relationships with banks in Taiwan, South
Korea and China as Hong Kong buys most from these
countries and also with banks in the U.S. and certain
parts of Europe to handle the export side of our
business.
Of course, the number and spread of correspondent
relationships is also a function of a bank's customer
base. For instance, a bank in Hong Kong which has a good
customer base dealing in diamonds with Belgium might have
more active corbank business with the Belgian banks than
the average bank in Hong Kong which does not.
Selection Criteria
According to the third study of The Asia/Pacific
market for correspondent banking services of banks in the
United States conducted by Louis Harris and Associates
and BancResearch Inc., which is based on interviews with
113 senior correspondent officers and 51 senior
operations officers at the largest commercial banks in
ten Asia/Pacific countries conducted in the second half
of 1985, the following three factors will typically
affect the choice of a correspondent in the United
States.
(1) The provision of operational and other non-
credit services. This is especially true for the larges-
Asia/Pacific banks with US$1 billion or more in assets.
But to Pacific Rim bank officers stationed in the United
14States, funding to support their US-dollar-based
activities and credit services becomes more important.
This finding further supports the observation amongst
correspondent banks that they cooperate in interbank
funding.
(2) The range of correspondent banking services
they can provide and the bank's ability to send
reciprocal business to each other.
(3) Promptness of service, efficiency and good
personal relationships.
Senior correspondent officers and senior
operations officers as well as senior executives are
basically the three groups of people to decide which
correspondents to use. As to which group or groups it is
within a bank, it will be very much a matter of the
organisation structure of the individual bank involved.
The study also shows that substantial corporate
customers of Pacific Rim banks, especially those of the
larger ones, seem to be playing a greater role in
directing or influencing the choice of U.S.
correspondents today than they did three years ago. In
the last study in 1982/83, it was found that 19% of the
respondents claimed that 51% or more of their corporate
customers specified which correspondents to use. In the
latest study, the percentage of respondents has risen to
30%.
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The results of this study could well be extended
to banks in other parts beyond the Asia/Pacific Rim as,
after all, correspondent relationships worldwide are
formed to provide similar services.
Maintenance of Correspondent Relationships
Services provided by correspondent banks can be
divided into credit services and non-credit services.
Credit services can in turn be categorised into:-
(1) letter of credit
(2) bank-to-bank reimbursements
(3) money market facility
(4) foreign exchange facility
(5) term loans
Non-credit services are primarily:-
(1) check collection/cash letter
(2) documentary collection
(3) money transfer
Of these services, some are more price-sensitive
than others whilst others may be more quality-sensitive.
A typical example of a price-sensitive service would be
check collection/cash letter. Both the senior
correspondent officers and senior operations officers
interviewed in the aforementioned study ranked it as the
most price-sensitive non-credit service. A quality-
sensitive non-credit service would typically be money
transfer because money transfers can be regarded as the
basic activity of a bank and how efficiently they are
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effected will directly affect the service a bank provides
to its customers. For instance, a telegraphic transfer
via a correspondent bank which is poor in efficiency
might take several days to effect and might provoke
complaints from the customer sending the remittance.
In short, the service of a correspondent bank
will be evaluated on the competitiveness of their pricing
system and the quality of their service. A bank that
wishes to maintain good correspondent relationships with
its correspondent bank customers has to ensure that it
meets both these requirements.
In addition, the quality of account calling
officers as well as the frequency of visits are also
important. A good and effective calling officer who is
able to establish rapport with his correspondent bank
customers enhances the stability of a correspondent
relationship. The frequency of visits is also important
especially in a competitive banking environment. Most
U.S. and West German banks visit their Hong Kong
correspondents at least once a year. In the case of
Japan, Korea and Taiwan which are three important import
markets for Hong Kong, visits by calling officers from
indigenous banks are less regular.
The observation of protocol is also a major
consideration in the visits made by calling account
officers. The right protocol is to visit someone that
ranks comparably in your correspondent bank customer.
Some American banks operating on a decentralised
management philosophy have not only one calling officer
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but rather specialist officers to market specialist
products to the operations officers of their
correspondent bank customers.
The Concept of Reciprocity
Reciprocity of business has always been a major
consideration in determining the overall value of a
correspondent relationship. It refers to the business
that two correspondent banks endeavour to channel to each
other in order to maintain a mutually beneficial
relationship.
Very often, it is measured on the volume of
letter of credit, collection and reimbursement business
passing between two correspondent banks as well as
cooperation in the funds transfers, money market and
foreign exchange areas.
Limitation of Reciprocity
The materialisation of reciprocity is
constrained by the environmental factor of the trade
flows existing between two geographic regions. The
importing country will have more outgoing letters of
credit to channel to the banks of its supplying country
and should payment by D/P or D/A be used, the exporting
country will have more bills for collection to send to
the banks of the importer's country.
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CHAPTER III
RECENT CHANGES AND DEVELOPMENTS IN THE BANKING
INDUSTRY WORLDWIDE AND IN HONG KONG
In this chapter, we will examine the recent
changes and developments that have taken place in the
banking industry worldwide and in Hong Kong. Some of
these changes and developments have affected corbank
practices with some having a direct impact whilst others
a more indirect one. The analysis of how correspondent
banking is being affected by these changes and
developments is included in the contents
of this chapter.
Worldwide Changes and Development:
Rationalisation
Banks everywhere are undergoing a period of
rationalisation as a result of today's new era of cost-
consciousness.
A report in the February 1986 issue of the
International Correspondent Banker cited recent
findings by Greenwich Associates on new attitudes in
Europe towards correspondent banking and bears out how
significant these changes have been since their last
similar survey in 1984.
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The study revealed that out of the 404 European
banks interviewed, 20% increased the number of their
active U.S. accounts whilst 45% decreased such accounts.
This negative change of 25% compared significantly with
the negative 2% in their 1984 study.
These findings reflect three recent changes in
the banking industry in Europe.
(1) Closer management of account balances.
(2) Movements towards fee-paying system.
(This will be further discussed later
in the paper).
(3) A growing use of their own branch/
affiliate abroad.
Appendix I compares the extent to which branches
and affiliates are used against U.S. correspondents in
the 1984 and the 1986 studies by Greenwich Associates.
The findings reveal a growing use of branches and
affiliates in practically all areas of correspondent
banking services.
Downward Movement of Interest Rates
Appendix II is a table of the average rate of
U.S. Treasury Bills between 1976 and 1985. The gradually
declining interest rate in the United States has a
significant impact on how nostro accounts held by foreign
banks in the U.S. are charged.
When interest rates were high in the early 1980s,
accounts tended to operate on a compensating balance
basis. The balance left by a bank in their nostro account
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with their U.S. correspondent could be invested in the
overnight market with good returns that would cover the
correspondent's cost of maintaining the account for the
bank.
However, as interest rates began to slide
downwards in 1983, U.S. correspondents began to realise
that the diminishing returns were inadequate to cover
their operating costs and have started to shift to a fee-
paying system. This fee-paying system has encountered
much resistance from their correspondent bank customers
and a modified compensating balance method based on a
unit-pricing model is sometimes offered as an
alternative.
The method operates like this:-
Unit prices are imposed on the different kinds of
transactions passing through an account like bank-to-bank
reimbursements, book transfers, third party payments etc.
These unit prices are then multiplied by the volume of
their respective transactions during the period under
evaluation. The products so arrived at are divided by
the marginal cost of funds factor applied by that
particular U.S. correspondent. Then all the individual
quotients are summed up to arrive at a balance required
for the servicing of the account.
Unit prices vary from bank to bank and so does
the marginal cost of funds which also varies by the
minute depending on the liquidity in the money market and
the funding position special to the bank in question.
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Invariably, an account analysis report is
generated by the U.S. correspondent for its correspondent
bank customer periodically to show the activity of the
account. Shortfall of balances is to be made up in the
next period of evaluation and this is to increase the
next balance by the required amount. Cost-conscious
correspondents do debit their correspondent bank
customers for outstanding shortfalls not cleared say
quarterly or yearly. Some U.S. correspondents however
diplomatically permit a permanent shortfall until the
closure of an account. In the aforementioned study by
Greenwich Associates, it was shown that European banks
have become more receptive to the idea of paying explicit
fees rather than using the compensating balance method
for account services they receive from their U.S.
correspondents.
The greatest supporter of fees over balances is
Sweden, followed by the Netherlands and France. The
banks still strongly in favour of balances are those in
Germany and Switzerland.
This change to a quasi-fee-paying system has
resulted in banks becoming more conscious of their
account balances.
Liberalisation of the Banking Industry Worldwide
Traditional correspondent banking founded on the
concepts of reciprocity and providing complementary
banking services is weakening. As the global banks set
uv branches in countries overseas, they undertake to do
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their own clearing and provide other services they once
relied on foreign correspondents to handle, as discussed
previously. Not only is this the case but the financial
markets worldwide have also undergone a wave of
liberalisation in respect of capital market activities
leading to globalisation.
This worldwide liberalisation makes the capital
market an attractive new area for banks, especially the
larger ones, to do business and generate income on a fee
basis. With widespread competition putting a squeeze on
interest margins worldwide, this business prospect has
become increasingly attractive and many larger banks are
repositioning themselves to place concerted emphasis on
capital market business: a shift away from corbank
business. Perhaps one should qualify this statement with
the recent finding by the Bank Administration Institute
which concluded that the expenses associated with
administering fee-based services, including investment
banking, make such services break-even businesses at
bestl. But recent changes do indicate that the bigger
banks are gravitating towards capital market business.
According to Mr. Thomas C. Theobald, Vice Chairman of
Citicorp, commercial banks have to participate fully in
the U.S. securities market in order to survive.
Recent liberalisation in four of the world's
major financial markets are examined below.
1Fraust, Bart. Chemical Restructures to Merge
Investment Banking. Lending. American Banker 19 Feb.,
1987.
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Japan is now the largest international creditor.
In 1985, the Bank for International Settlements reported
that Japan overtook the United States in international
lending by spending US$50,000 million on foreign
securities. In its domestic market, Japan has highly
restrictive legislation as imposed by Article 65 of the
Japanese Securities and Exchange Law which draws a
distinct line between bank lending and equity management,
and which bars the local city (i.e. commercial) banks
from moving into the equity market. New legislation to
deregulate the banking system in 1986 actually
discriminates in favour of the foreigner. Six foreign
institutions entered the Tokyo Stock Exchange for the
first time in 1986.
United Kingdom
The Big Bang has brought a sharp increase in the
number of people employed by foreign banks and securities
houses in London. The figure has risen from 31,132 in
1980 to 53,833 in 19861. The destruction of fixed
minimum commission rates on securities trades, the ending
of the separation of broking and market-making, and the
opening up of the gilt market allow foreigners to compete
with the British in a market as never before.
1Blanden, Michael. Bigger Role tor roreign
Banks in the City. The Banker, November, 1986 pp.69-13
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United States
On February 3rd and 4th, 1987, the Federal
Reserve held hearings on applications by Citicorp, J.P.
Morgan and Bankers Trust to allow their affiliates to
underwrite and deal in some securities, including
commercial paper and mortgage-backed securities.
In his recent essay published by Mr. Gerald
Corrigan, President of the Federal Reserve Bank of New
York entitled The Longer View, he urges a financial
reform on the Glass-Steagall Act which has separated
commercial banking from investment banking in the United
States since the 1930s. His argument is that regulation
should be formulated and executed by function and not
by form. Mr. Corrigan's speech was the latest to
happen in the recent controversial deregulation in the
U.S. banking industry after the deregulation of
interstate banking.
West Germany
The Frankfurt market was liberalised on
1st May, 1985, permitting foreign owned banks to lead
manage DM bond issues and the use of new types of capital
market instruments.
Germany, unlike Japan, the United Kingdom and the
United States has always operated on a universal banking
system where banks are allowed to do both commercial and
investment businesses. This historic advantage should
logically be in favour of the indigenous banks in terms
of market share in the wake of the liberalisation of the
Frankfurt market. Surpisingly though, foreign-owned
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banks, and in particular CSFB-Effectenbank have made
remarkable inroads into the German capital markets. No
longer are Dredsner and Westdeutsche Landesbank amongst
the top four lead managers, they have been replaced by
CSFB-Effectenbank with a 9% market share.
German bankers believe Frankfurt can be expected
to increase its appeal as a primary market for borrowers
when the currency is strong in the hope of it weakening
by the time the issue matures.
In summary, the major financial markets are
undergoing a wave of liberalisation leading to growth of
of capital market activities, especially by the big
banks.
Move Towards Securitisation
In recent years, the banking industry has
undergone dramatic changes in respect of the way it
provides financing to substantial corporate customers.
The traditional loan has lost ground to securitisation of
debt, that is, the raising of capital through innovative
instruments on the capital markets.
In this study, we choose the country of Japan as
an example because of its significance as a fast growth
country in recent years.
Appendix III compares the changes in corporate
fund procurement by company scale in Japan as released by
her Ministry of Finance reported in the January, 1987
issue of The Tokai Bank's Monthly Economic Letter. It
can be seen that in Japan, large corporations are
26
switching to securitisation as a means of raising funds.
The newsletter analyses that this change has been
fuelled by improved corporate credibility, revision of
analysis techniques, greater interest rate risks,
deregulation of the domestic issue market and also
deregulation of overseas markets where issue costs are
lower.
This trend towards securitisation is helped by
the liberalisation of financial markets worldwide. Not
only corporate customers use it as a means of financing
but also financial institutions. In Hong Kong, the total
volume of bank debt securities rose almost three times
from HK$2,610million in 1984 to HK$7,395million in 1985
as compared to HK$170million in 1978 to HK$1,150million
in 1983.
Interviewed at the Euromoney's Correspondent
Banking Conference in London in April 1986, Robert
Seaford, Vice President at Morgan Stanley's London office
said that far from being left behind by this new flurry
of activity in the capital markets, the correspondent
banker has a pivotal role1 to play between the capital
markets specialist and the customer. Traditional credit
training should stand the corbanker in good stead as a
thorough understanding of a correspondent bank customer's
balance sheet should enable him to assist the capital
markets specialist to identify the areas where liability
instruments can be marketed effectively.
1Corbanker's pivotal role. International
Correspondent Banker, May 1986, p.33
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Electronic Funds Transfer
The boom in capital market activities worldwide
has just as much encouraged future development in
electronic funds transfer technology as it has resulted
from it.
The major U.S. financial institutions already
have extensive global communication networks and cash
management systems, the most notable one being Citicorp.
First Chicago also has a global branch
communication network although it is not as extensive as
Citicorp's or Chase's. The network covers the major
banking centres of Europe including Madrid, Barcelona,
Paris, Zurich, Geneva, Frankfurt, Milan, Rome and Athens.
Typically a corporate treasurer using the system
will be able to access accounts held both with the bank
and information provided from other banks in Europe, thus
enabling money to be transferred to meet obligations or
to take advantage of special opportunities.
The system actually posts a credit to a
customer's account during the processing. It also
provides real time last minute data as and when the debit
and credit transactions are posted from multiple branch
accounts.
The FirstCash System, as it is called, has been
in existence since 1981, catering mainly to institutional
customers active in the securities market. Recently, in
the United States, it has linked onto a car manufacturer
which uses the system to generate payments and remittance
advices to its 20,000 suppliers.
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Another electronic funds transfer system is the
Accelerated Trade Payments (ATP) System in which First
National Bank of Chicago is also involved. The concept
is to have the exporter, trader and bank to facilitate a
trade cluster, with each of the parties being responsible
for inputting the relevant information onto a consignment
file. The system will not actually produce documents
until all the sources of data have been reconciled. This
is useful in reducing delays in receipt of payments by
shippers which can cause them to utilize lines of credit
at a cost to them.
The British clearers, having lagged behind their
American counterparts, are also awakening to the need for
technological advancement. To cite an example, Midland
Bank plans to spend, over the next five years, US$500
million on new technology for both domestic and
international banking. It is currently working on a
major project involving a system whereby one customer
would be able to do business through correspondents in
127 countries1.
Technological developments have and will continue
to affect correspondent banking practices. They further
encourage technologically advanced global banks to keep
traditional corbank business in-house. They also present
a new marketing edge for such banks in their
being able to sell to correspondent bank customers
lArtell, Steven. Electronic Banking in Europe.
EFT International, Launch Issue 1986, pp. 69-79.
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swifter and, because of their economies of scale, cheaper
services. At the same time of course, they might be
competing with previous correspondent bank customers of
theirs in their home countries.
Changes and Developments in Hong Kong
Retreat by Foreign Banks
Since 1985, Hong Kong has seen the retrenchment
of foreign banks which had previously flocked to Hong
Kong. Of this retrenchment, one U.S. bank actually
relinquished their bank licence whilst other American,
British, Canadian and European banks have scaled down the
size of their operations, heavily cutting down their
retail outlets and also relocating their Asia Regional
Headquarters to say, Tokyo, which is liberalising its
financial market to take advantage of capital market
opportunities or simply back to their head offices in
their home countries.
The accelerating deregulation of interstate
banking activities in the United States and the new wave
of mergers and acquisitions seem to draw more U.S. banks
back to their home market, although not necessarily in
the form of physical presences but as a redirection of
worldwide strategy.
This retreat by foreign banks has both pluses and
minuses on the correspondent banking business they do in
Hong Kong.
As discussed previously, correspondent banking
was founded on the basis of reciprocity with personal
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touch being a significant quality. A foreign bank with a
substantial operation in Hong Kong offering a range of
banking products might be competing head-on with their
correspondent bank customers in some or all of the areas,
especially when they are in consumer banking and trade
finance products. This competition in the correspondent
bank customer's backyard might reduce the attractiveness
of the foreign bank as a correspondent bank to use in its
home country and it might not receive as much business
from the correspondent bank customer as it should have
were it not present. Under such a case, the retreat might
appear attractive to the correspondent bank customer.
On the other hand, a contraction of presence,
whether physical or tactical, might reduce their
attentiveness to their correspondent bank customers.
In the Third Study of the Asia/Pacific Market for
the Correspondent Banking Services of Banks in the U.S.
conducted by Louis Harris and Associates and
BancResearch, Inc., it was found that, apart from being
effective and efficient, it is also increasingly
desirable for an account calling officer to remain on the
job long enough for the correspondent banking customer to
establish rapport.
Growing Importance of Bank of China Group
The Bank of China Group is playing a bigger role
in the banking industry in Hong Kong. The Bank of China,
together with its group of twelve sister banks, have
outperformed the rest of the banking sector in 1986 in
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the growth of assets, deposits and loans. They are not
only active in the traditional areas of banking but are
also responding positively to changes in the capital
market and private banking scenario. The Bank of
Communications amongst the twelve sister banks seems more
capable of moving quickly in step with new developments
in the capital market and the shift of the banking
industry to more securities trading. It introduced an
unpredecented five-year fixed-rate mortgage scheme in
mid-1986 and hedged its interest rate risk through
interest rate swaps.
Because of its fast growth, the Bank of China
Group has become a natural target for correspondent
banking business for foreign banks in Hong Kong on behalf
of their head offices and/or global networks. The
letters of credit they issue have to be advised, their
money transfer needs taken care of and so on. It is
understood that, at the time of writing, the Bank of
Communications as well as the Nanyang Commercial Bank
have respectively set up correspondent banking divisions
to handle their corbank business with staff being sent
overseas for training.
Not only is the Bank of China Group attractive as
a target customer for traditional corbank business but
also for capital market products, and the correspondent
bank relationship is a good springboard for the
development of a more rounded working relationship. This
has given rise to new competition amongst the foreign
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banks in Hong Kong which are vying for correspondent bank
business from a limited market.
Paperless Trade
Another area of electronic advancement to affect
correspondent banking will be the concept of "paperless
trade". No comparison has been made but this might be
likened to the Accelerated Trade Payments System.
United Nations experts believe that it will
arrive on the international scene in three to five years'
time. At the trade facilitation meetings of the United
Nations Economic Commission for Europe held in Geneva in
1985, the world's major trading powers agreed on the use
of a common international standard for electronic data
(EDI). These powers included the EEC (European Economic
Community) the EFTA (European Free Trade Association),
the United States and Comecon (Council for Mutual
Economic Assistance) countries supported by the IATA, the
International Chamber of Commerce and Japan.
The Trade Facilitation Council of Hong Kong has
been spearheading the introduction of paperless trade
since 1981. It developed the HOTLINE concept which
stands for Hong Kong Trade Local and International
Network. It allows the direct interchange between
computers of structured business data thus eliminating
the cumbersome and repetitive paperwork for importers and
exporters. A schematic representation of HOTLINE is
found in Appendix IV.
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The Trade Facilitation Council has been trying to
raise funds for a feasibility study on HOTLINE and the
Hong Kong Association of Banks has expressed willingness
to raise half the amount subject to a cooperative
agreement between member banks as to how the contribution
is to be shared amongst them. Although the Government's
response to HOTLINE have been lukewarm, the Chase
Manhattan Bank has recently completed a pilot project on
the computerisation of export documentation. Although it
is not yet known whether HOTLINE and the Chase's project
are relevant to each other, paperless trade, if and
when developed, will necessarily alter the way banks
handle trade documents and hence correspondent banking
business in the area of trade finance. Electronically
less developed banks will lose traditional trade finance
correspondent bank business to the more developed ones
except for small transactions where the importers and
exporters involved are not themselves technologically
advanced.
Corporate Multi-banking
There is an increasing tendency for large
corporate customers to engage in multi-banking,
maintaining banking relationships with a number of
separate banks at the same time. Because of this, banks
have lost their previous easy access to consolidated
profitable business and their ability to assess all-round
credit risk, as was the case when they were the exclusive
source of needed finance for their customers.
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Traditional correspondent banking founded on the
basis of reciprocity with particular emphasis in the area
of trade finance as well as money market/foreign exchange
cooperation is thus affected. When corporate customers
begin to multi-bank, the business they once gave to their
sole banker would have to be shared amongst their
different bankers in return for facilities granted and to
be able to utilise them.
This new mode of corporate multi-banking has an
indirect impact on the correspondent banking business a
bank does. As the trade finance business from its
corporate base becomes less reliable and more cyclical,
the bank's ability to reciprocate its correspondents
becomes less well defined.
Moreover, when a corporate customer multi-banks,
a bank can no longer easily assess their credit risk.
This could generate a vicious circle on the more
conservative banks in that the facilities previously
granted becomes available only on tougher terms which in
turn could further drive their corporate customer away to
rival banks in an over-banked environment like Hong Kong.
Japanese Banks in Hong Kong
Japanese banks have also become a major force in
Hong Kong. Hong Kong has recently granted nine bank
licences to foreign banks, five of which are Japanese
banks. That makes Japanese banks the largest foreign
banking group in Hong Kong. At 23, the number of
Japanese banks has surpassed that of American banks (20)
in Hong Kong.
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Only Bank of Tokyo, Sumitomo Bank and Sanwa Bank
have a long presence in Hong Kong. Of the 23 Japanese
banks, two obtained their licences during the temporary
lift of the moratorium in 1979 and the majority (18) of
the Japanese banks obtained bank licences after the lift
of the moratorium on the issue of bank licences in 1981.
There are four local banks which are partly owned
by Japanese banks. Dai-Ichi Kangyo Bank has recently
increased its stake in Chekiang First Bank from 33.3% to
95%. Fuji Bank holds 55% of Kwong On Bank, while
Mitsubishi Bank holds 25% of Liu Chong Hing Bank and
Tokai Bank holds 10% of Commercial Bank of Hong Kong.
All of them acquired their stakes in local banks from the
mid 60's to the late 70's when the moratorium on the
issue of bank licences was still effective.
Apart from using Hong Kong as a springboard into
China, the increasing interest of the Japanese banks in
Hong Kong is supported by increasing direct Japanese
investment in Hong Kong which increased sharply by 36%
from HK$2,409million at the end of 1984 to
HK$3,273million in March, 1986.
Whilst it is unlikely that the Japanese banks
will make an extensive attack on the local retail banking
market, with loan demand in Hong Kong remaining sluggish,
they might seek to capture local corporate loan business
by competitive pricing in addition to seeking capital
market business and opportunities to lend to China. This
will further fuel multi-banking by corporate customers,
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especially by those corporate customers which have
Japanese trade ties. In 1986, Hong Kong bought
HK$46billion of goods from Japan and sold nearly
$5billion to her, making her our third largest trade
partner in terms of imports and exports combined. There
is a certain parameter for this to occur.
Of course, one should not forget that foreign
investment is vital to the economic development of a
developing country. Besides bringing capital into and
creating jobs in the host country, the most important





So long as non-global banks with global business
exist, there is a need for correspondent relationships.
Despite the recent wave of deregulation in the financial
markets worldwide, it is envisaged that very few banks
will have the financial and technological, not to mention
political, strength to actually achieve the status of
full, globalisation in the medium-term future. Most of
the banks will remain regional ones with their own market
niches in their particular market segment and will rely
on their correspondents to handle foreign business.
Herebelow, we endeavour to examine what the
future correspondent banking scene in Hong Kong will be
like against the backdrop of recent worldwide and local
changes and developments discussed in the previous
chapter.
First, we start from a seller's standpoint.
Efficient Marketing
'Approximately 2,300 years ago, in the Greek
City of Alexandria, there appeared on a wall the
following public announcement:
To Natives and strangers this bank gives
equal dealing, deposit and withdrawal,
for the calculation comes account. Let
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another make excuses: Caicus pays foreign
monies at request, even by night.
Caicus was one of many one-man, freelance bankers who
flourished in Greece at the time and if his was not the
first advertisement for a bank, it was certainly one of
the first. 11
At the end of 1986, the total number of licensed
banks in Hongkong was 151. A breakdown by their place of












Amongst them, the American banks have been known
to be most aggressive in their marketing efforts to
procure corbank business for their head offices in the
areas of USD clearing accounts, cash letter service,
reimbursement programmes, swift-related products etc.
Despite the recent repositioning of most prime American
banks to acclimatise to capital market activities, nearly
all of their Hongkong branches have corbank officers
1Thomas J. Burns, Effective Communications and
Prentice-HallAdvertisin for Financial Institutions,
Tnc. 1986.
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looking after their correspondent banking customers in
Hong Kong.
As the local market for banking business becomes
more mature, foreign banks in Hong Kong looking for
corbank business will have to operate in a saturated
environment. Effective marketing, which has always been
important, will become more so, even for those who
already enjoy good corbank business from the local
market, as a defensive mechanism. It is known that a
prime Japanese bank has recently set up a correspondent
banking division at their Tokyo Head Office to look after
their correspondents worldwide including Hong Kong, which
is something uncommon amongst them.
The same applies to the indigenous local banks.
With competitive pressure in our overbanked environment,
the original volume of business which they can get from
their foreign correspondents has now to be shared out
amongst more competitors. Unless the systems within
foreign correspondents are inadequate to reflect the
status of a correspondent relationship, more marketing
efforts will be needed to retain market share.
Even the British clearers, which have always been
less aggressive in their marketing efforts as compared to
their American counterparts, and have derived a major
part of their profits from domestic operations, have
recently acknowledged the importance of effective
marketing with one of them retaining a well-known
management consultant to conduct a study worldwide
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including Hong Kong on the essential qualities of a good
correspondent.
Value-added Service
This ties in with the marketing concept discussed
above. Whilst pricing and quality of service will remain
important in choosing a correspondent, the "extra"
service like free credit information that a bank can give
to its correspondent bank customer will help to create
added competitve edge. As it is the climate to
"rationalise" one's banking operations, it will also be
important to know what a correspondent bank customer is
being offered by their competitors. Prime money-center
banks in New York have been offering overnight investment
of excess account balances for some time and it is now
known for banks in Hong Kong to offer overnight placement
of excess funds too. It is hoped that through this
"added" service, a correspondent banking relationship can
be further cemented.
Fee Structure
In Hong Kong, the basic fee structure for trade
finance-related corbank services is regulated by the Hong
Kong Association of Banks. Countries abroad like the
United States are freer to quote rates and in an attempt
to attract more business in the face of competitive
pressure, some banks offer rebates of commissions earned
on corbank business. This practice is commonly seen
amongst foreign banks in countries like Japan and Korea.
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Because of the interest rate cartel regulated by the Hong
Kong Association of Banks, this practice is not known in
Hong Kong.
On the retail side, money market funds have
entered the local depository market as a bypass against
the interest rate cartel although for various constraints
like lack of investors' knowledge, it has not taken off
to a flying start.
Because of the comparatively low rates we charge
as compared with those charged by banks in foreign
countries, it is not likely that we will have the
capacity to generate enough earned commission to rebate
our foreign correspondents unless our fee structure is
revised upwards.
Corporate Link
Without the corporate customer base, a bank
offering corbank services will have little business with
which to reciprocate their correspondent bank customers
in the area of trade finance business. The import side
of the business will generate letter of credit business
whilst the export side will generate collection and
negotiation business to be used as reciprocal business
for balancing out a correspondent relationship.
The future should see corporate officers working
more closely with corbank officers to generate business
for reciprocity. The statistical finding mentioned on
page 14 regarding the designation of corbank by
substantial customers support this.
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Technology Transfer
It is not difficult to come across in financial
magazines advertisements of large U.S. financial
institutions selling their electronic-based services like
global clearing and treasury management.
In Hong Kong, the American banks, which are the
forerunners in electronic banking development worldwide,
have come up with a number of innovative products like
terminal-to-terminal letter of credit issuing and SWIFT-
generated checks. At the time of writing, these products
have not been well accepted. Their success so far has
been in the area of dollar clearing where they are able
to offer well priced and efficient services, particularly
with respect to statement reporting.
The reasons for this slow acceptance could be:-
(1) resistance to change
(2) lack of volume
(3) technology incompatibility between the
two banks
(4) to avoid concentration of business
(5) acceptable alternative means of operation
The American banks' target correspondent bank
customers in Hong Kong are well behind them
electronically and it will be up to them to assist their
customers in creating a learning curve so that they will
be able to market their eletronic products to help absorb'
development costs.
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In West Germany, a bank actually sells their
payment system software which was developed inhouse to
some smaller regional banks, thus generating some income.
Capital Market
Many of the larger U.S. banks are now offering
capital market services to their Pacific Rim
correspondents which have been less innovative in this
area. Whilst capital market services are a diversion
from the traditional area of corbank business in the
sense of trade finance and funds transfers, a
longstanding correspondent relationship does provide a
comparative advantage for a U.S. bank to further market
its capital market services.
Many Pacific Rim banks look to their U.S.
correspondents to provide capital market services in
currency swaps, interest rate swaps and consultation in
foreign exchange exposure.
It is envisaged that in Hong Kong, the major U.S,
banks and European banks, particularly the Swiss and
German banks, will be the prime knowledge transferors of
capital market services to the local banks, since they
have the back-up of their head offices which have the
necessary international exposure. Like seminars and
conferences, this is provided as a marketing tool for
future patronage of capital market services.
Here, the corbank officers of a bank that offers
capital market products will offer themselves as a
..4 .,,r 1-%atu7PPn the capital market officers of the two
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institutions involved.
Corbank officers interviewed for this paper are
still limited to marketing the traditional corbank
products like trade finance and funds transfers. Capital
market business opportunities are being referred to the
capital market specialist but the corbank officers are
required to identify and know what prospects there are
for cooperation on the capital market side.
Having examined the adaptations from a seller's
standpoint, let us proceed to examine how the
correspondent bank customers in Hong Kong will react from
a buyer's position.
Business Information System
With the new climate of rationalisation within
the banking industry, local correspondent bank customers
of foreign banks will be compelled to keep a closer watch
of the business they exchange with their correspondents
to ensure that the relationships are balanced and
functional ones.
Exchange of business will be more closely
monitored, requiring better business information systems.
Demand for Better Services
Because of the increasing number of banks
operating in Hong Kong, our customers will have more
banks to choose from. Coupled with the advance of
technology development which has speeded some operations,
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there will be a general demand for better services. This
demand for better services will be passed on to the
correspondents handling our foreign business abroad.
Bankers interviewed have cited incidents of their
customers enquiring about the clearing system in the
United States and how long it takes for a demand draft to
clear through the system for final crediting into his
account. Poor corbank service like delayed clearing will
reflect on the bank in Hong Kong in the form of
inefficiency or poor correspondent connections. As a
buyer of correspondent services, local banks, whether
indigenous ones or presences of foreign ones, will be





Recent changes and developments in the banking
industry and financial markets worldwide have necessarily
altered the way correspondent banking is being conducted.
The general climate of rationalisation by banks
together with the liberalisation of global financial
markets have encouraged some of the larger banks with
good technological strength to keep correspondent banking
business inhouse within their international network.
The recent trend of securitisation of debt by
both corporate and banking sectors, helped by the
deregulation of major financial markets, has led to
substantial growth in capital market activities
worldwide. The major financial institutions see the
necessity to redirect their strategy towards capital
market business both for the purposes of survival and
also to generate income on a fee basis against the
backdrop of declining interest margins.
This redirection of strategy feeds back onto the
correspondent banking scene with the corbank officers
having added responsibilities in procuring capital market
business for their capital market specialists and the
decline of the corbank area as a profit centre as
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compared with substantial fee income from capital market
deals.
The above argument in relation to the capital
market applies more to the big financial institutions
than the regional ones. Most of the regional banks in
countries trading with Hong Kong, like Japan, the United
States and West Germany, will still operate on a regional
basis with their corbank business taken care of by
correspondents abroad.
From a seller's standpoint, banks marketing
corbank products in Hong Kong will face increasing
competition arising from our over-banked environment as
well as technological competition amongst their head
offices back home. Effective communication, value added
service as well as improved contacts with corporate
customers to generate reciprocal business will be useful
means to retain market share. In addition, the trend
will gravitate towards more customized products and
services.
From a buyer's standpoint, banks in Hong Kong
will be required to improve their business information
systems to generate timely, accurate and reflective
information on the volume of correspondent banking
business they exchange with their correspondents abroad.
This is made necessary by the trend of rationalisation
amongst our foreign correspondents, who, against
declining interest rates, especially in the United
States, are becoming more cost-conscious.
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Furthermore,because of new competitive pressure
arising from the increasing number of financial
institutions operating in Hong Kong, our commercial
customers will be more demanding about the quality of
service they receive as well as the efficiency and price.
This will create a demand for better and competitively-
priced services from our correspondents.
Despite the recent global trend towards capital
market business, the author envisages that correspondent
banking business will remain important for banks for a
long time to come. So long as some banks remain non-
global, there is the necessity for corbank services.
The risk-free fee-generating basis on which
corbank trade finance business operates, like letter of
credit advising, and remittance business like cash
letter, will remain attractive and easy business for a
bank. Some large corporate names are known to have
changed to open account trading but not all traders will
have the good name and contacts to do so. Corbank
business involves little repayment unlike mortgage
finance where a constant stream of new business is
required to maintain a portfolio. So long as two banks
have a cordial corbank relationship, they will continue
to streamline corbank business to each other and so long
as corbank relationships exist, the service of the
corbank officer is required although it might grow to
encompass innovative products to meet new competition
even though new awareness of regulating the capital
market might slow down the growth of such products.
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APPENDIX I
How Use of Branches and Affiliates versus Correspondents in tae ub varies
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Changes in Corporate Fund Procurement by Company Scale
(Unit: k)
Capitalization of Ylbillion or overAll industries




3.6 3.9 4.2 6.1 7.3 7.9Bonds (a)
Capital
3.6 6.8 6.8 4.8 11.1 12.4Increase (b)
Internally-
generated
39.9 59.9 58.2 35.8 56.2 59.6funds
Total funds
100.0 100.0 100.0 100.0 100.0 100.0raised
Rate of
securitization
7.2 10.7 11.0 10.9 18.4 20.3(a)+ (b)
Source: The Securitization of Finance: Present State and Future Outlook, The Tokai Monthly
Economic Letter, January, 1987.
Notes: 1. Capital increase represents increases in capitalization, capital reserve
and revenue reserve.
2. Internally-generated funds include depreciation.
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Trade Dept.SYSTEMS INTERCHANGE FACILITYSea container terminals
[Customs Dept.BanksAir/sea cargo agents
Source: ""Paperless trade" is no more a dream". Hong Kong Business Today,
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